REPORT 


OF  THE 

COMMITTEE  ON  TAXATION. 

( Presented  at  the  meeting  of  the  American  Bar  Association,  at 
Washington,  D.  C.,  October  20-22,  1911/.) 

To  the  American  Bar  Association: 

A  review  of  the  history  of  your  Standing  Committee  on  Tax¬ 
ation  will  be  found  in  the  Annual  Eeport  of  the  Association  for 
the  year  1912,  on  page  549.  It  appears  that  considerable  uncer¬ 
tainty  has  been  felt  as  to  the  purpose  for  which  the  committee  was 
organized,  and  it  has  been  suggested  that  the  committee  should 
either  receive  some  definite  mandate  or  he  discontinued.  To 
action,  however,  has  been  taken  by  the  Association,  and  the  pres¬ 
ent  committee  found  itself  charged  with  a  roving  commission  to 
inquire  into  and  report  upon  any  problem  touching  the  enormous 
field  of  taxation. 

Under  these  circumstances  it  seemed  to  your  committee  that  a 
function  of  some  value  might  be  performed,  as  occasion  might 
offer,  by  commenting  upon  important  legislative  movements  in 
the  field  of  taxation,  and  by  calling  attention,  if  necessarj",  to  the 
need  of  change  or  reform. 

This  thought  was  naturally  suggested  by  the  fact  that  the  cur¬ 
rent  year  has  brought  the  introduction  of  a  system  of  national 
taxation  new  to  this  generation,  and  which  seems  likely  to  remain 
a  permanent  feature  of  the  American  revenue  system.  The 
Income  Tax  Act  affects  persons  engaged  in  business  and  owners 
of  property  as  no  other  act  of  Congress  has  affected  them  in 
nearly  fifty  years. 

It  is  inevitable  that  a  measure  of  such  importance  should  pre¬ 
sent  problems  on  which  lawyers  are  particularly  qualified  to  speak, 
and  with  regard  to  which  an  expression  of  opinion  on  the  part  of 
the  Bar  Association  will  carry  great  weight. 

It  is  the  object  of  this  report  to  point  out  a  number  of  these 
problems. 
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Your  committee  feels  that  it  should  make  no  comment  on  those 
features  of  the  law  which  involve  broad  and  fundamental  ques¬ 
tions  of  policy.  It  expresses  no  opinion  upon  the  wisdom,  expe¬ 
diency  or  justice  of  the  exemptions  from  the  tax,  whether  relating 
to  the  amount  of  income  and  the  treatment  of  married  persons  in 
connection  therewith,  or  to  the  source  of  income  (public  securities 
and  official  salaries)  ;  or  upon  the  failure  of  the  law  to  differen¬ 
tiate  incomes  according  as  they  are  funded  or  earned,  fixed  or 
precarious,  or  even  upon  the  general  method  of  collection.  These 
are  matters  upon  which  the  opinion  of  lawyers,  speaking  as  law¬ 
yers,  carries  no  greater  authority  than  that  of  laymen,  and  less 
than  that  of  economists  or  bankers. 

Even  upon  the  question  of  the  constitutional  power  of  Congress 
to  impose  a  considerable  portion  of  the  cost  of  collecting  the  tax 
upon  banks  and  trust  companies  your  committee  desires  to  express 
no  opinion,  in  view  of  the  great  difficulty  of  speaking  with  any 
degree  of  certainty  or  confidence  upon  this  point. 

Your  committee,  moreover,  has  not  undertaken  to  consider  or 
discuss  that  portion  of  the  Income  Tax  Law  which  relates  to  the 
income  of  corporations,  chiefly  because  this  part  of  the  law  is  in 
the  main  a  re-enactment  of  the  Act  of  1909,  the  modifications, 
though  intrinsically  important,  presenting  no  particular  prob¬ 
lems  of  legal  interest. 

There  remain  the  legal  and  administrative  phases  of  the  law 
imposing  an  income  tax  upon  individuals.  They  have  aroused 
a  great  deal  of  discussion  and  criticism,  much  of  which  has  been 
distinctly  unfavorable.  The  authors  of  the  act  would  be  the  last 
persons  to  contend  that  it  is  flawless.  They  were  largely  con¬ 
trolled  by  the  imperfections  of  earlier  acts,  and  there  was  not 
sufficient  time  for  the  consideration  of  technical  detail,  since 
political  exigencies  demanded  the  speedy  enactment  of  the  law. 

Without  unduly  indulging  in  generalities,  your  committee 
offers  the  following  criticisms  and  suggestions  which,  in  the  main, 
it  hopes  will  be  regarded  as  uncontroversial  from  a  political  or 
economic  point  of  view,  and  as  looking  merely  toward  an  improve¬ 
ment  of  the  law  from  a  formal  and  technical  point  of  view. 


* 
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1.  General  Arrangement. 

% 

The  grouping  of  the  subjects  is  approximately  as  follows : 

1.  Persons  taxable  (A,  subd.  1). 

2.  Eate  of  tax  (A,  subd.  2;  but  there  is  also  a  provision  against 

fraudulent  devices  for  accumulation,  which  belongs  to  the 
definition  of  income) . 

3.  Definition  of  income  (B,  par.  1). 

4.  Deductions  allowed  (B,  par.  2). 

5.  Exemptions  of  a  constitutional  character  (salaries  of  present 

judges;  state  obligations;  B,  par.  4). 

6.  Exemption  of  $3000  or  $4000  (Subsection  C). 

7.  Eeturn  (Subsection  D ;  there  is  here  also  a  provision  for  with¬ 

holding)  . 

8.  Assessment  (Subsection  E,  par.  1). 

9.  Withholding  at  source  (Subsection  E,  pars.  2,  3,-4,  5,  6) . 

10.  Penalty  for  failure  to  make  return  (Subsection  F;  also  in 

E,  par.  1) . 

11.  Corporation  income  tax  (Subsection  G,  extending  over  six 

pages). 

12.  Amendments  of  certain  sections  of  the  Bevised  Statutes  (Sub¬ 

section  I) . 

13.  Provision  for  receipts  (Subsection  J) . 

14.  Provision  regarding  Porto  Eico,  Philippines. 

15.  Information  and  clerical  service. 

It  appears  that  the  entire  law  constitutes  one  section,  desig¬ 
nated  as  Section  II  (the  tariff  being  Section  I,  although  not  so 
designated)  of  the  Eevenue  Act  approved  October  3,  1913.  This 
Section  II,  covering  16^  pages  of  the  pamphlet  edition  of  the  laws, 
has  divisions  bearing  letters  (A  to  N).  These  are  in  one  place 

referred  to  as  “  subsection,”  but  generally  designated  as  para¬ 
graphs,  thus  leaving  no  name  by  which  to  refer  to  the  paragraphs 
of  the  several  divisions,  which  are  sometimes  of  very  great  length, 
but  which  are  entirely  undesignated,  except  that  “  A  99  has  two 
“  subdivisions 99  1  and  2,  and  “  G 99  is  divided  into  a,  b,  c,  and  d. 
This  lack  of  system  makes  it  very  inconvenient  to  refer  to  the 
various  provisions  of  the  act,  and  since  every  person  having  occa¬ 
sion  to  cite  the  act  must  choose  his  own  method  of  designation, 
confusion  will  be  almost  inevitable.  It  is  hoped  that  the  need  of 
improvement  in  this  respect  will  not  be  overlooked  if  the  law  at 
any  time  should  be  revised. 
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Nor  is  there  any  clear  relation  between  the  main  subdivisions 
(subsections)  and  the  principal  topics  regulated.  Thus  A  deals 
both  with  the  taxable  persons  and  the  rate  of  the  tax ;  exemptions 
are  partly  provided  for  in  connection  with  the  definition  of  income 
under  B,  and  partly  separately  in  C ;  the  provision  for  withhold¬ 
ing  is  found  both  in  D  and  E ;  matters  relating  to  returns  are 
found  in  D,  E  and  I,  while  E  contains  both  the  provision  for 
assessment  and  for  withholding  at  the  source.  This  haphazard 
arrangement  greatly  increases  the  complexity  of  the  provisions 
and  can  be  remedied  only  by  an  entire  recasting  of  the  act. 

2.  Taxation  of  Citizens  Residing  Abroad  in  Respect  of 
Their  Income  from  Foreign  Sources. 

The  act  taxes  the  income  arising  or  accruing  from  all  sources 
to  every  citizen  of  the  United  States,  whether  residing  at  home  or 
abroad,  so  that  an  American  domiciled  in  France  is  required  to 
pay  the  income  tax  on  French  securities.  This,  though  within 
the  power  of  Congress,  is  contrary  to  the  general  practice  of 
income  tax  legislation. 

It  is  doubtful,  however,  whether  this  imposition  will  be  entirely 
effective,  for  the  act  itself  provides  a  means  of  escape  for  many 
American  citizens  residing  abroad  who  do  not  desire  to  pay  the  tax. 
Under  former  acts  a  return  was  required  by  departmental  instruc¬ 
tions  in  the  district  in  which  the  citizen  last  resided  (7  Int.  Rev. 
Rec.  59)  ;  the  present  act  requires  a  return  only  where  his  principal 
business  is  carried  on  in  the  United  States  (Subsection  D,  line  15) . 
Americans  abroad  who  have  no  place  of  business  in  the  United 
States  are  therefore  not  effectively  under  a  duty  to  make  a  return, 
and  since  the  duty  to  make  a  return  is  made  the  basis  of  all  further 
proceedings  under  the  act,  it  does  not  appear  how  the  tax  can  be 
collected.  A  theoretical  right  to  sue  for  the  tax,  if  existing,  may 
for  practical  purposes  be  in  most  cases  ignored.  If  it  is  seriously 
intended  to  exact  the  tax,  an  adequate  method  of  collecting  it 
should  be  devised;  to  make  a  provision  of  questionable  justice  and 
by  leaving  it  unenforceable,  hold  out  every  inducement  to  disre¬ 
gard  it,  is  a  poor  legislative  policy. 
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3.  Taxation  of  Non-Resident  Aliens  in  Respect  of  Income 
Derived  from  Obligations  of  Debtors  Residing 
in  the  United  States. 

In  the  case  of  the  State  Tax  on  Foreign-held  Bonds  (15  Wal¬ 
lace  300,  1872/3),  the  Supreme  Court  held  that  bonds  issued  by  a 
corporation  are  property  in  the  hands  of  the  holders,  and  when 
held  by  non-residents  of  the  state  in  which  the  company  was 
incorporated,  they  are  property  beyond  the  jurisdiction  of  that 
state.  Presumably  upon  the  strength  of  this  decision  the 
Attorney-General  has  advised  the  Treasury  Department  that  the 
act  does  not  lay  a  tax  upon  the  interest  accruing  on  bonds  exe¬ 
cuted  by  a  resident  or  citizen  of  the  United  States  when  held  or 
owned  by  a  non-resident  foreigner.  (Opinion  of  October  23, 
1913.) 

4.  Income  “  Accruing.” 

The  present  act  speaks  of  income  “  arising  or  accruing,”  while 
the  act  of  1894  spoke  of  income  “  received.” 

The  change  may  be  of  importance : 

(a)  For  the  year  1913  in  cases  where  six  months’  interest 
became  due  J uly  1,  only  two-thirds  of  which  accrued  in  the  period 
for  which  the  tax  is  collectible  (from  March  1) ;  a  similar  condi¬ 
tion  may  arise  in  the  future  where  property  is  acquired  between 
two  interest  or  rent  days;  in  all  these  cases,  however,  even  if  the 
term  were  “  income  received,”  the  amount  would  be  properly 
calculated  as  for  the  period  of  ownership  by  the  taxable  person. 

(b)  Where  interest  becomes  due  but  is  not  paid.  If  this  is 
due  to  default  on  the  part  of  the  debtor,  it  is  very  questionable 
whether  the  tax  should  be  imposed. 

(c)  Where  interest  is  earned  but  is  allowed  to  accumulate  by 
those  managing  the  fund  for  the  party  entitled  ultimately  to  the 
income,  so  that  the  latter  for  the  time  being  does  not  receive  it : 
this  state  of  things  would  be  adequately  covered  by  speaking  of 
“  income  received  b}7  or  credited  to  ”  or  “  income  received  by  or 
on  behalf  of.” 

The  device  of  fraudulent  holding  companies  is  taken  care  of, 
at  least  in  part,  by  a  provision  at  the  end  of  A,  Subdivision  2. 


6 


(d)  Where  property  appreciates  in  value  while  remaining  in 
the  hands  of  the  owner,  the  notion  that  mere  appreciation  in 
value,  not  realized  through  sales,  could  be  taxable  as  income  might 
be  dismissed  as  fanciful,  if  it  were  not  for  an  alleged  ruling  of 
the  Treasury  Department  reported  by  the  New  York  Times  of 
February  5,  and  reprinted  in  the  Chronicle  of  February  7,  p.  42  G, 
that  increase  in  the  value  of  securities  will  be  regarded  as  an 
increase  in  assets  and  should  be  accounted  for  as  income,  provided 
always  that  the  taxpayer  has  kept  his  business  accounts  in  the 
manner  mentioned,  i.  e.}  has  made  a  record  of  the  fact  of  increase 
in  his  ledger. 

There  is  not  the  slightest  intimation  in  the  act  itself  that  the 
mere  manner  of  bookkeeping  can  affect  the  character  of  appre¬ 
ciation  as  income,  and  a  treasury  ruling  cannot  control  the 
matter.  If  the  act  itself  were  explicit  with  regard  to  unrealized 
appreciation,  the  question  would  remain  whether  Congress  has 
the  constitutional  power  to  treat  it  as  income.  In  Gray  vs.  Dar¬ 
lington,  15  Wall.  G3,  Justice  Field  said:  “  Mere  advance  in  value 
in  nowise  constitutes  the  gains,  profits  or  income  specified  by  the 
statute.” 

5.  Profits  Realized  by  Sales. 

In  the  phrase  commonly  used  in  the  creation  of  trusts — “  rents, 
issues  and  profits  ” — the  word  “  profit  ”  does  not  include  a  profit 
realized  by  conversion  of  any  part  of  the  principal  fund  (39  Cyc. 
444),  unless  the  trust  fund  is  invested  in  trade. 

The  act,  however,  speaks  of  “  gains,  profits  and  income  ”  de¬ 
rived  from  “  sales  or  dealings  in  property,  whether  real  or  per¬ 
sonal,  growing  out  of  the  ownership  or  use  of  or  interest  in  real 
or  personal  property.” 

The  act  docs  not  differentiate  according  as  the  property  is  or 
is  not  bought  or  sold  in  the  course  of  a  regular  business  having 
dealings  for  profit  for  its  object.  The  income  of  a  person  engaged 
in  a  mercantile  business,  or  in  the  business  of  buying  or  selling 
real  estate,  or  in  the  business  of  placing  securities,  depends  of 
course  on  such  profits. 
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A  problem  arises,  however,  where  property  is  bought  for  invest¬ 
ment  or  for  use  and  enjoyment,  and  is  subsequently  sold  because 
no  longer  needed,  or  in  order  to  obtain  funds,  or  because  there  is 
a  chance  of  making  a  profit.  The  Prussian  Income  Tax  Law 
specifies  as  income  only  the  profits  realized  from  the  sale  of  secu¬ 
rities  as  a  matter  of  speculation  (Sec.  12),  and  apparently  does  not 
count  as  income  profits  derived  from  the  sale  of  real  estate  (Sec. 
13). 

The  terms  of  the  present  act,  while  somewhat  obscure,  are 
apparently  wide  enough  to  cover  as  income  any  profit  made  by 
a  sale.  However,  under  a  previous  income  tax  act  the  United 
States  Supreme  Court,  relying  upon  the  wording,  “  there  shall 
be  levied  ....  annually  upon  the  income  .  .  .  .  ”  (also  found 
in  the  present  act),  held,  contrary  to  the  views  of  the  Treasury 
Department,  that  a  profit  of  $20,000  realized  upon  bonds  held  for 
four  years,  could  not  be  treated  as  income  of  the  last  year  (Gray 
vs.  Darlington,  15  Wall.  63,  three  judges  dissenting),  and  the 
act  contains  no  provision  to  reach  the  income  of  former  years  not 
legally  taxable  during  those  years. 

A  letter  of  L.  F.  Speer,  Deputy  Commissioner  of  Internal 
Kevenue,  to  a  firm  of  lawyers  in  Hew  York  of  January  20,  1914 
(printed  in  the  Chronicle  of  January  24,  1914),  says: 

“  With  respect  to  property  sold,  it  is  held  that  if  the  property 
lias  been  owned  for  a  number  of  years  and  the  presumption  may 
be  fairly  made  that  the  increase  in  value  has  been  constant  during 
those  years,  then  the  profit  received  from  the  sale  of  the  prop¬ 
erty  should  be  prorated  and  such  portion  as  shall  belong  to  the 
period  of  time  in  which  the  income  tax  was  in  operation  should 
be  reported  as  income  for  the  year  during  which  the  sale  was 
made.  The  same  would  be  true  of  losses.” 

In  view  of  the  questions  raised  under  the  former  law  it  would 
have  been  appropriate  to  formulate  some  definite  rule  in  the  new 
law,  or  to  make  it  clear  that  such  profits  are  not  intended  to  be 
taxed  as  income.  The  letter  cited  suggests  a  compromise  and  not 
a  solution,  and  it  is  not  the  function  of  the  Treasury  Depart¬ 
ment  to  supplement  the  defects  of  the  act.  This  is  one  of  the 
points  that  should  be  dealt  with  in  a  revision  of  the  act. 
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G.  Gift  of  Annuities. 

The  act  specifies  “  the  income  from,  but  not  the  value  of, 
property  acquired  by  gift,  bequest,  devise  or  descent.”  Perhaps 
such  a  provision  was  believed  to  be  called  for  in  view  of  the 
income  tax  act  of  1894,  which  taxed  as  income  the  principal  of 
property  so  acquired.  A  question  must,  however,  arise  under  the 
present  wording  with  respect  to  gifts  or  bequests  of  annuities. 
To  the  recipient  they  are  “  property  acquired  by  gift,  bequest, 
devise  or  descent  ”  and  hence  according  to  the  letter  of  the  law 
not  taxable,  yet  there  is  room  for  the  contention  that  annuities 
are  income,  particularly  in  view  of  the  requirement  of  the  deduc¬ 
tion  at  source  of  the  tax  on  “  annuities  ”  in  paragraph  2  of  E. 
In  any  event,  the  doubt  should  be  removed. 

7.  Deductions. 

Terminology :  The  act  uses  the  word  “  deduction  ”  to  desig¬ 
nate  a  number  of  different  things:  1.  Expenses  and  losses  to  be 
offset  against  receipts,  i.  e.,  to  get  at  net  income.  2.  Exempt 
income  (municipal  or  state  bonds ;  the  $3000  or  $4000  not  taxed) . 
3.  Income  collected  at  the  source  of  taxed  in  other  hands.  For 
2  and  3  we  also  find  the  terms  “  exclude  and  withhold.”  A  clear 
use  of  terms  would  be  desirable,  confining  “  deduct  ”  to  Is  o.  1; 
“  exempt  ”  to  No.  2  ;  and  “  withhold  ”  or  “  credit  ”  to  No.  3. 

There  is  moreover  no  differentiation  of  terms  as  regards  the 
items  that  are  or  are  not  required  to  be  shown  in  the  return.  In 
that  respect  dividends  form  a  class  by  themselves. 

8.  Deductions  Allowed  for  the  Purpose  of  Determining 

Net  Income. 

(a)  Expenses. — The  act  allows  the  deduction  of  the  necessary 
expenses  actually  paid  in  carrying  on  any  business,  not  including 
personal,  family,  or  living  expenses.  This  leaves  a  doubt  as  to 
expenses  incurred  in  managing  property  held  for  investment 
(insurance,  commissions  for  collecting  rents,  repairs,  etc.) .  Such 
management  is  not  commonly  regarded  as  carrying  on  a  business ; 
neither,  however,  are  the  expenses  of  management,  personal. 
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family  or  living  expenses.  It  would  be  easy  to  set  this  matter 
clear.  Management  expenses  should  be  treated  like  business 
expenses. 

(b)  Deduction  of  Losses. — Item  4  in  paragraph  2  of  Subsec¬ 
tion  B  allows  the  deduction  of  losses  actually  sustained  during  the 
year,  incurred  in  trade  or  arising  from  fires,  storm  or  shipwreck 
and  not  compensated  for  by  insurance  or  otherwise.  This  word¬ 
ing  shows  the  unwisdom  of  unnecessary  specification ;  had  it 
been  suggested  to  add  “  floods,”  there  would  surely  have  been  no 
objection,  and  the  same  would  be  true  of  earthquakes,  riots  or 
other  calamities. 

According  to  the  wording  of  the  act,  losses  (other  than  those 
arising  from  fire,  storm  or  shipwreck),  in  order  to  be  allowable  as 
deductions,  must  have  been  incurred  in  trade — a  requirement 
taken  over  from  the  former  income  tax  acts. 

The  restriction  seems,  however,  unjustifiable.  It  is  possible  to 
argue  that  the  loss  of  capital  or  principal  constitutes  a  loss  of 
income  only  pro  rata,  and  that  it  should  therefore  be  recognized 
only  to  the  extent  of  the  loss  of  the  income  (see  the  English  Act, 
53  and  54  Yict.,  c.  8,  Sec.  23),  but  if  this  is  the  principle,  it 
should  be  applied  to  trade  capital  as  well  as  to  privately  invested 
capital.  It  is,  of  course,  equitable  that  trade  losses  should  be 
allowed  to  be  offset  against  trade  profits,  but  since  the  act  under¬ 
takes  to  tax  as  income  a  profit  realized  outside  of  trade,  it  is 
anomalous  not  to  allow  the  deduction  of  a  loss,  whether  sustained 
in  trade  or  otherwise. 

The  Prussian  Income  Tax  Act  (Sec.  12)  permits  losses  suffered 
in  the  sale  of  securities  to  be  offset  against  similar  gains,  and  the 
instructions  accompanying  the  act  provide  for  deducting  all  prin¬ 
cipal  losses  (Art.  4). 

The  rulings  under  the  former  income  tax  acts  appear  to  have 
varied  (losses  on  sales  not  allowed,  4  Int.  Eev.  Eec.  46;  allowed, 
3  Int.  Eev.  Eec.  109,  5-115). 

In  view  of  this,  an  explicit  declaration  allowing  the  deduction 
of  all  losses  actually  sustained  and  not  compensated  for  by  insur¬ 
ance,  would  be  particularly  desirable.  This  would  make  a  special 
provision  regarding  worthless  debts  charged  off,  superfluous. 


10 


9.  Deduction  of  Income  Which  Has  Been  Taxed  at  the 

Source. 

Item  Ho.  8  relates  to  income,  the  tax  upon  which  has  been 
paid  or  withheld  at  the  source. 

It  is  here  provided  that  if  such  annual  income  does  not  exceed 
$3000,  or  is  not  fixed,  etc.  ( i .  e.,  may  be  $3000  or  less),  it  shall  not 
be  deducted  in  the  personal  return  of  the  person. 

The  meaning  of  this  proviso  is  obscure.  The  logical  inference 
is  that  if  such  annual  income  is  a  fixed  sum  exceeding  $3000  the 
same  may  be  deducted  in  the  personal  return.  But  what  is  meant 
by  a  provision  that  an  income  of  (say)  $5000  the  tax  on  which 
has  been  withheld  at  the  source  may  be  deducted  in  the  personal 
return  ?  Does  it  mean  that  the  income  of  $5000  must  be  shown 
in  return,  but  that  a  proper  deduction  will  be  allowed?  The 
latter  goes  without  saying.  Or  does  it  mean  that  the  income  need 
not  be  shown  in  the  personal  return  ?  The  regulations  require  it 
to  be  shown,  and  it  would  be  strange  if  it  were  otherwise.  The 
entire  proviso  is  therefore  misleading  and  at  best  superfluous. 

Items  Nos.  7  (dividends  on  stock)  and  8  are  the  only  allowances 
which  are  really  intended  to  be  restricted  to  the  normal  tax, 
although  the  act  (Par.  2  of  Subsection  B)  speaks  of  all  deduc¬ 
tions  as  allowed  for  the  purpose  of  the  normal  tax. 

These  items  do  not  constitute  deductions  in  the  same  sense  as 
the  others,  but  are  merely  allowances  or  credits  for  the  purpose 
of  avoiding  double  taxation. 

10.  Returns. 

The  duty  of  making  a  return  (also  in  one  place  called  “  list ”) 
is  declared  in  Subsection  D,  in  the  last  but  one  paragraph  of  Sub¬ 
section  E,  and  also  in  Section  3173  and  Section  3176  of  the  Re¬ 
vised  Statutes  as  amended  by  the  present  act.  These  sections  of 
the  Revised  Statutes  seem,  however,  to  have  been  intended  pri¬ 
marily  for  other  internal  revenue  taxes  (liquor,  tobacco,  etc.), 
and  some  of  the  provisions  are  ill  adapted  to  an  income  tax  return. 

The  iast  but  one  paragraph  of  Subsection  E  speaks  of  a  per¬ 
sonal  return  under  rules  and  regulations  to  be  prescribed  by  the 
Commissioner  of  Internal  Revenue  and  approved  by  the  Secre¬ 
tary  of  the  Treasury. 
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The  act  explicitly  relieves  persons  whose  income  does  not  reach 
$3000  from  the  duty  of  making  a  return.  With  regard  to  the 
person  having  an  income  of  $3000  the  act  is  ambiguous,  for  while 
a  return  is  first  required  of  every  person  having  a  net  income  of 
$3000  or  over,  there  is  subsequently  a  proviso  that  “  in  either  case 
above  mentioned  (the  sentence  is  so  long  and  involved  that  the 
reference  of  this  is  not  clear)  no  return  of  income  not  exceeding 
$3000  shall  be  required.”  It  is  possible  that  this  refers  only  to 
returns  by  fiduciaries. 

The  act  is  likewise  uncertain  as  to  the  person  who  has  more 
than  $3000  and  not  more  than  $20,000  income,  where  more  than 
the  excess  above  $3000  consists  in  dividends  on  corporate  stock. 
The  return  is  required  only  of  a  person  subject  to  the  income  tax, 
and  since  the  law  gives  this  person  the  right  to  deduct  both  the 
$3000  and  the  dividends,  no  income  remains  subject  to  taxation. 
Such  a  person  might  very  well  be  required  to  make  a  return  to  the 
effect  that  his  income  outside  of  dividends  docs  not  exceed  $3000. 

If  a  person  who  is  subject  only  to  the  normal  tax  has  no  income 
other  than  income  on  which  the  tax  has  been  withheld  at  the 
source,  he  is  likewise  relieved  from  the  duty  of  making  return,  for 
Subsection  D  provides  toward  the  end :  Any  person  for  whom 
return  has  been  made  and  the  tax  paid,  or  to  he  paid  (note  the 
English),  as  aforesaid,  shall  not  be  required  to  make  a  return 
unless  such  person  has  other  net  income.  The  act  adds  here : 
“  But  only  one  deduction  of  $3000  shall  be  made  in  the  case  of  any 
such  person.”  I.  e.,  other  net  income,  though  less  than  $3000 
($4000),  has  to  be  returned,  if  the  tax  has  been  withheld  on  that 
portion  of  a  salary  which  exceeds  $3000  ($4000). 

It  is  not  clear  from  the  act  whether,  if  there  is  other  net  in¬ 
come,  the  return  is  to  he  made  only  of  that  income,  or  also  of  the 
income  of  which  otherwise  no  return  is  to  he  made.  If  the  latter, 
there  would  be  no  need  of  providing  that  only  one  deduction  of 
$3000  is  to  be  made,  and  the  law  expressly  requires  a  personal 
return  of  the  total  net  income  from  all  sources,  corporate  or 
otherwise,  only  of  persons  subject  to  the  additional  tax  (A,  par. 
2,  line  21)  ;  yet  the  regulations  seem  to  require  in  the  cases  indi¬ 
cated  the  return  of  the  entire  income. 
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11.  Oath  or  Affirmation. 

The  return  must  be  made  under  oath  or  affirmation.*  This 
is  not  required  by  either  the  English  or  Prussian  law,  and  in  view 
of  the  uncertainties  of  the  act,  as  well  as  the  fact  that  there  is  no 
requirement  to  keep  exact  accounts  of  income  received,  an  oath 
as  to  good  faith  is  all  that  can  be  in  justice  required.  The  require¬ 
ment  cannot  fail  to  produce  innumerable  cases  of  technical  injury. 

The  act  of  June  30,  186-1,  expressly  made  false  swearing  perjury 
(Sec.  42;  U.  S.  vs.  Mayer,  1  Deady  127,  1865)  ;  and  the  present 
provision  on  perjury  in  the  Penal  Laws  is  wide  enough  to  cover 
income  tax  returns.  On  the  other  hand  it  may  be  contended  that 
the  specific  penalties  of  the  act  are  exclusive. 

12.  Form  of  Return. 

The  return  is  to  be  made  “  in  such  form  as  the  Commissioner 
of  Internal  Bevenue,  with  the  approval  of  the  Secretary  of  the 
Treasury,  shall  prescribe.” 

In  accordance  with  general  principles  governing  administrative 
regulations,  however,  the  commission  in  prescribing  a  form  may 
not  contravene  express  provisions  of  the  law  itself.  There  was 
consequently  no  warrant  for  the  requirement  of  a  return  of  the 
income  from  dividends  which  the  forms  first  issued  contained, 
and  this  requirement  was  subsequently  withdrawn. 

It  would,  however,  be  most  desirable  that  the  act  should  contain 
a  clear  statement  of  what  must  be  returned  and  what  need  not  be 
returned.  As  the  law  is  now  written,  the  provisions  regarding 
returns  are  obscure  and  must  be  pieced  together  from  require¬ 
ments  and  exemptions  scattered  over  various  parts  of  the  sub¬ 
section.  The  Act  of  1894,  attempting  no  specification  whatever, 
was  more  satisfactory. 

*  The  provision  is  very  needlessly  repeated  toward  the  end  of  Sub¬ 
section  D  in  the  objectionable  form:  “The  collector  shall  require 
every  list  to  be  verified,  etc.”  It  is  not  the  official,  but  the  law,  that 
requires  the  oath. 
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13.  Return  by  Fiduciaries. 

Fiduciaries  are  required  to  make  the  return  of  the  person 
for  whom  they  act,  and  the  beneficiary  is  under  no  duty  to  make 
a  return  unless  he  has  other  net  income  (D,  toward  end)  ;  as 
pointed  out  before,  it  is  uncertain  whether  in  the  latter  case  the 
beneficiary’s  duty  to  make  return  is  limited  to  such  other  income 
or  extends  to  his  entire  income. 

Provision  should  be  made  for  the  case  where  the  trustee  receives 
$3000  or  less  income,  and  the-  beneficiary  has  an  additional  in¬ 
come  from  personal  funds,  likewise  of  $3000  or  less.  In  such  a 
case,  the  aggregate  total  income  amounting  to  more  than  $3000, 
the  duty  to  return  the  trust  income  is  not  clearly  placed  either 
upon  the  trustee  or  upon  the  beneficiary,  and  the  latter  may  thus 
escape  the  tax  entirely.  The  duty  of  making  a  return  should  in 
such  case  be  expressly  placed  upon  the  beneficiary. 

There  is  an  apparent  contradiction  regarding  the  duty  of  the 
fiduciary  to  make  a  return.  The  law  says  he  is  to  be  subject  to  all 
the  provisions  which  apply  to  individuals,  yet  also  says  that  the 
return  shall  be  of  the  net  income  coming  into  his  custody  and 
control  and  management.  Individuals  must  show  gross  income, 
and  specify  the  allowable  deductions.  There  seems  to  be  no  good 
reason  why  trustees  should  be  treated  differently  in  this  respect. 

14.  Returns  in  General. 

* 

The  return  constitutes  the  principal  duty  placed  upon  the  indi¬ 
vidual  in  connection  with  the  administration  of  the  act.  It  is 
therefore  most  unfortunate  that  there  should  be  doubt  and 
ambiguity  as  to  what  this  precise  duty  is.  Here,  if  anywhere,  the 
law  should  be  clear  and  explicit,  and  the  provisions  should  be 
placed  together  in  intelligible  terms,  instead  of  being  scattered, 
involved  with  other  provisions,  and  phrased  in  obscure  language 
as  they  are  now.  The  act  conveys  the  impression  as  though  the 
framers  had  not  reached  any  definite  conclusions  in  their  own 
minds  concerning  the  requirement  of  personal  returns  on  the  part 
of  those  subject  to  the  normal  tax. 
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15.  Impeachment  of  Keturns. 

The  act  (D,  toward  end)  requires  notice  and  proof  in  order  that 
a  sworn  return  may  be  altered  by  the  collector  so  as  to  increase 
the  amount  of  the  income  returned.  Here  the  collector  must  have 
reason  to  believe  that  the  amount  returned  is  understated.  Sec¬ 
tion  3176,  re-enacted  with  amendments  in  Subsection  I,  em¬ 
powers  the  collector  to  make  a  (substitute)  return  according  to 
the  best  information  which  he  can  obtain,  including  that  derived 
from  the  evidence  elicited  by  the  examination  of  the  collector, 
and  on  his  own  view  and  information.  This  power  can  be  exer¬ 
cised  only  if  there  is  a  refusal  or  neglect  to  render  a  return 
required  by  law,  or  if  there  is  a  false  or  fraudulent  return. 

The  act  apparently  gives  no  power  to  examine  a  person  who 
makes  no  return  in  order  to  elicit  information  whether  he  ought 
to  make  a  return,  for  the  actual  liability  to  make  the  return  is  the 
jurisdictional  basis  of  the  liability  to  examination. 

There  is,  moreover,  no  simple  and  speedy  method  provided  of 
dealing  with  obvious  inaccuracies  in  the  returns  due  to  mere 
inadvertence.  Section  3176,  in  speaking  of  false  or  fraudulent 
returns,  must  refer  to  wilfully  false  returns,  since  the  100  per  cent 
penalty  is  made  mandatory.  The  act  should  give  power  to 
correct  such  errors  upon  simple  notice,  or  to  demand  a  corrected 
return  within  a  prescribed  period. 

While  according  to  Section  3176  the  substitute  return  is  made 
by  the  collector,  according  to  Subdivision  E  it  is  made  by  the 
Commissioner  of  Internal  Eevenue.  Presumably,  therefore,  it 
may  be  made  by  either. 

The  substitute  return  must  be  based  upon  information  obtained 
as  provided  by  this  section  or  by  existing  law;  by  reference  to 
Section  3176,  which  is  made  part  of  the  income  tax  section,  it 
appears  that  it  must  be  the  best  information  which  he  (the  col¬ 
lector)  can  obtain,  including  that  derived  from  the  evidence 
elicited  by  the  examination  of  (by  ?)  the  collector  and  his  own 
view  and  information.  The  exclusive  reference  to  information 
obtained  by  the  collector  is  particularly  anomalous,  as  the  data 
obtained  through  the  withholding  agencies  go  to  the  office  of  the 
Commissioner  and  not  the  collector. 
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The  intent  of  the  framers  was  probably  that  the  return  should 
be  made  by  the  Commissioner  upon  information  obtained  by  him, 
and  in  re-enacting  Section  3176  it  was  overlooked  that  it  referred 
to  the  collector. 


16.  Appeal. 

In  case  of  an  increase  of  the  return  by  the  collector,  the  tax¬ 
payer,  if  dissatisfied,  may  submit  the  case  to  the  decision  of  the 
Commissioner  of  Internal  Eevenue.  Every  appeal  must,  in  other 
words,  be  carried  to  Washington. 

It  deserves  consideration  whether  there  should  not  be  an  oppor¬ 
tunity  for  local  hearings.  Such  opportunity  was  given  by  the 
Act  of  1894,  which  in  this  matter  took  particular  pains  to  make 
the  remedy  as  inexpensive  to  the  taxpayer  as  possible  (Vol.  25, 
Congressional  Eecord,  6828-6830). 

17.  Penalties. 

Penalties  for  delinquencies  in  the  matter  of  returns  are  pro¬ 
vided  for  in  Subsection  F  and  in  Section  3176,  Eevised  Statutes, 
as  amended.  Subsection  F  provides  simple  penalties  ($20  to 
$1000)  for  refusal  or  neglect  to  make  return.  It  is  not  made  clear 
whether  a  defective  return  is  to  be  treated  as  no  return. 

Fine  or  imprisonment  or  both  are  the  penalties  for  false  or 
fraudulent  returns,  if  made  with  intent  to  defeat  or  evade  the 
assessment  required  by  the  act.  A  false  return  made  with  intent 
to  veil  sources  of  income  would  therefore  not  be  covered  by  this 
provision  if  the  total  taxable  income  is  correctly  given. 

The  penalties  of  Subsection  F  are  recoverable  through  judicial 
proceedings. 

The  penalties  of  Section  3176  are  imposed  in  the  first  instance 
by  administrative  action,  and  are  in  the  form  of  additions  to  the 
tax.  The  addition  in  case  of  an  intentionally  false  or  fraudulent 
“  list  or  valuation  ”  (it  does  not  say  here  as  in  Subsection  F, 
“  with  intent  to  evade  the  assessment  ”)  is  one  hundred  per  cent, 
in  case  of  refusal  or  neglect,  fifty  per  cent.  The  penalty  is  col¬ 
lected  with  the  tax  except  where  the  discovery  is  made  after  the 
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tax  has  been  paid,  in  which  case  the  collector  is  to  make  a  list  or 
return,  and  the  amount  added  is  to  be  collected  in  the  same  man¬ 
ner  as  the  tax. 

The  addition  of  the  penalty  is  mandatory  (see  2  Int.  Rev. 
Rec.  36) .  It  operates  on  the  tax,  and  not  on  the  assessment :  thus 
on  failure  to  return  an  income  of  $15,000  the  tax  would  be  $180 
instead  of  $120;  it  would  not  be  levied  on  an  assessment  of 
$22,500,  which  would  make  $220. 

It  was  ruled  that  the  penalty  is  assessed  only  on  the  amount  of 
the  deficiency  in  the  return,  not  upon  the  entire  tax  (3  Int.  Rev. 
Rec.  60),  and  this  ruling  will  probably  hold  at  the  present  day. 

The  principal  defect  in  the  provisions  regarding  penalties  is 
the  vagueness  of  the  phrase :  “  refusal  or  neglect  to  make  a 
return,”  which  is  susceptible  of  a  construction  w'hich  would  cover 
inadvertent  omissions,  and  neglect  due  to  ignorance,  accident  or 
misapprehensions. 

In  view  of  the  obscure  and  involved  language  used  in  imposing 
the  duty  of  making  returns,  it  seems  an  undue  hardship  to  visit  a 
neglect  to  make  a  return  which  is  not  wilful  with  a  mandatory 
penalty  of  fifty  per  cent  addition  to  the  tax. 

It  is  true  that  the  Revised  Statutes  contain  provisions  for 
remissions  of  penalties  by  the  Secretary  of  the  Treasury,  but  they 
are  too  cumbersome  to  afford  adequate  relief. 

18.  Non-Return  in  Case  of  Sickness  or  Absence. 

Subsection  F  contains  no  allowance  for  sickness  or  absence, 
but  Section  3176  permits  the  collector  to  grant  an  extension  of 
time  not  exceeding  thirty  days. 

The  provision  for  adding  fifty  per  cent,  however,  applies  only 
“  except  in  cases  of  sickness  or  absence.”  Should  the  return  be 
delayed  beyond  thirty  days  by  reason  of  sickness  or  absence,  it 
would  be  necessary,  in  order  to  add  the  penalty,  to  read  into  the 
provision  words  which  are  not  to  be  found  there,  i.  e.,  “  except 
as  herein  modified  for  cases  of  sickness  or  absence.”  It  is 
doubtful  whether  in  view  of  possible  hardship  in  cases  of  sick¬ 
ness,  the  courts  will  extend  the  penalty  provision  by  implication, 
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particularly  since  it  was  originally  intended  for  business  taxes, 
in  the  case  of  which  sickness  or  absence  are  less  likely  to  afford 
an  excuse. 

19.  Sections  3173  and  3176. 

These  sections  have  been  amended  and  are  intended  to  give 
additional  provisions  for  dealing  with  non-return  or  false  return. 
A  reading  of  these  sections  makes  it,  however,  clear  that  their 
primary  application  is  to  other  internal  revenue  taxes,  and  that 
if  applied  to  the  income  tax  they  modify  other  requirements 
regarding  the  return. 

For,  according  to  Section  3173,  a  person  may,  instead  of  mak¬ 
ing  a  return,  consent  to  disclose  all  particulars  to  the  collector, 
who  thereupon  must  make  the  return,  and  if  no  return  is  made 
and  the  taxable  person  is  absent  when  the  collector  calls  for  the 
return,  the  collector  must  leave  or  mail  a  notice  calling  for  the 
return  within  ten  days. 

Further,  if  any  person,  on  being  notified ,  neglects  to  make  the 
return  within  the  time  required,  or  whenever  any  person  who  is 
required  to  deliver  a  monthly  or  other  return  of  objects  subject 
to  the  tax  fails  to  do  so  at  the  time  required,  the  collector  may 
summon  and  interrogate  him. 

There  is  thus  a  separate  and  distinct  right  to  summon  and 
interrogate  depending  upon  previous  notification;  but  the  refer¬ 
ence  to  “  objects  subject  to  the  tax  ”  indicates  that  this  provision 
is  not  intended  to  apply  to  the  income  tax. 

The  act  would  gain  very  much  in  clearness  if  Sections  3173  and 
3176  were  amended  by  expressly  exempting  the  income  tax  from 
their  operation,  and  by  placing  such  provisions  as  they  contain 
which  are  applicable  to  the  income  tax  with  the  return  and  pen¬ 
alty  provisions  of  the  present  act  in  their  proper  places.  The 
dislocation  of  these  provisions  necessarily  creates  confusion  and 
obscurity. 

20.  Assessment;  Payment;  Penalty  for  Non-Payment. 

The  provisions  are  contained  in  Subsection  E. 

The  assessment  is  made  by  the  Commissioner  of  Internal 
Pevenue,  and  notice  of  it  must  be  given  to  the  tax  payer;  there 


18 


consequently  seems  to  be  no  duty  to  pay  until  notification  of  the 
assessment. 

Notice  of  the  assessment  must  ordinarily  be  given  by  June  1, 
and  the  tax  then  becomes  due  June  30,  but  this  limit  does  not 
apply  where  no  return  or  a  false  return  has  been  made.  If  such 
delinquency  is  discovered  by  the  Commissioner  within  three  years 
after  the  return  is  due,  he  may  make  a  (substitute)  return  and 
assess  the  tax  on  the  basis  of  such  substitute  return ;  the  tax  then 
becomes  due  immediately  upon  notification. 

The  penalty  for  non-payment  is  fixed  at  five  per  cent  on  the 
amount  of  the  tax  plus  one  per  cent  per  month  from  the  time  the 
tax  becomes  due. 

The  penalty  is,  however,  laid  only  on  sums  due  and  unpaid 
after  the  30th  day  of  June  in  any  year,  and  for  ten  days  after 
notice  and  demand  thereof  bv  the  collector.  However  when  in- 
curred,  the  penal  interest,  it  seems,  is  computed  from  the  date 
when  due,  though  notice  and  demand  follow  much  later. 

The  wording  of  this  provision  gives  rise  to  anomalous  conse¬ 
quences. 

In  no  case  is  there  any  penalty  if  the  tax  is  paid  upon  notice 
and  demand  by  the  collector,  although  the  tax  may  remain  unpaid 
long  after  June  30;  and  although  in  case  of  the  substitute  return 
by  the  Commissioner  the  tax  is  due  immediately  upon  notifica¬ 
tion  by  the  Commissioner,  yet  there  is  no  penalty  until  June  30, 
notwithstanding  a  prior  notice  or  demand. 

In  order  to  avoid  this  result,  it  would  be  necessary  to  read : 
“  after  the  thirtieth  day  of  June  in  any  year  or  (instead  of  and) 
for  ten  days  after  notice  and  demand  thereof.”  Such  a  construc¬ 
tion  would  probably  be  inadmissable  in  a  penal  statute.  Or  it 
would  be  necessary  to  hold  that  notice  and  demand  may  precede 
the  thirtieth  of  June :  but  it  is  clear  that  the  “  demand  ”  refers 
to  a  tax  already  due  and  not  to  one  to  become  due  thereafter. 

Moreover,  where  the  assessment  is  made  by  the  Commissioner 
on  the  basis  of  his  own  return,  the  notification  of  the  assessment 
does  not  operate  as  the  notice  and  demand  which  is  required  in 
order  that  the  penalty  may  be  incurred,  for  the  notice  and  demand 
must  be  by  the  collector.  There  is  no  good  reason  why  notifica- 
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tion  of  the  assessment  should  not  operate  as  a  demand  upon  the 
tax  payer  that  he  pay  the  tax  when  due :  the  mere  transmission 
of  the  assessment  to  him  would  then  be  sufficient. 

21.  Estates  of  Decedents. 

The  provision  that  in  case  of  failure  to  pay  a  penalty  is  to  be 
collected  adds :  “  except  from  the  estates  of  insane,  deceased  or 
insolvent  persons.” 

This  is  the  only  case  in  which  decedents5  estates  are  referred  to, 
but  in  other  parts  of  the  act  executors  and  administrators  are 
mentioned  among  fiduciaries,  and  an  estate  which  remains  in 
course  of  administration  for  an  entire  year  is  therefore  covered 
by  the  terms  of  the  act. 

No  adequate  provision,  however,  is  made  for  the  income  tax  of 
a  year  during  which  a  person  dies :  there  is  no  one  on  whom  the 
duty  of  making  a  return  is  laid  for  the  income  received  from  the 
first  of  January  to  the  time  of  the  death;  for  the  money  is  not 
income  in  the  hands  of  the  executor  or  administrator,  nor  is  the 
executor  or  administrator  a  fiduciary  of  the  decedent  for  the  time 
preceding  his  death.  There  is,  therefore,  not  even  the  case  for  a 
(substitute)  return  by  the  Commissioner,  unless  the  failure  to 
make  a  return  for  lack  of  a  provision  requiring  it  can  be  called  a 
refusal  or  neglect  to  make  a  return.  In  England  this  matter  is 
covered  by  special  provision  (53,  54  Viet.,  Ch.  8,  p.  24,  1890; 
7  Ed.  VII,  Ch.  13,  p.  23,  1907). 

Article  17  of  the  Eegulations  provides  that  if  the  net  income 
of  a  decedent  amounted  to  $3000  for  the  part  of  the  year  during 
which  he  lived,  return  shall  be  made  by  the  executor  or  admin¬ 
istrator,  but  as  this  requirement  has  no  warrant  in  the  act,  it  is 
difficult  to  see  how  the  executor  can  be  punished  for  failing  to 
make  it.  A  personal  duty  imposed  by  public  law  upon  an  indi¬ 
vidual  does  not  upon  his  death  devolve  upon  his  executor. 

22.  Withholding  at  the  Source. 

The  provisions  are  to  be  found  in  the  main  in  Subsection  E, 
par.  2,  but  the  requirement  is  also  expressed  in  Subsection  D. 


20 


It  relates  only  to  the  normal  tax  (last  paragraph  of  Sub¬ 
section  E). 

The  persons,  corporations,  etc.,  upon  whom  the  duty  to  with¬ 
hold  is  laid,  are  described  as :  having  the  control,  receipt,  custody 
(this  word  is  not  found  in  Subsection  D),  disposal  or  payment 
of  interest,  rents,  salaries,  wages,  premiums,  annuities,  compensa¬ 
tion,  remuneration,  emoluments,  or  other  fixed  or  determinable 
annual  (D  adds:  or  periodical)  gains,  profits  or  income  of 
another  person,  and  lessees,  mortgagors,  trustees,  executors  and 
administrators,  agents,  receivers,  conservators  and  employers  are 
particularly  named. 

The  income  received  for  the  other  person  must  be  “  exceeding 
$3000  for  any  taxable  year  ”  (subject  to  the  exception  subse¬ 
quently  set  forth) . 

The  income  must  be  “  other  than  dividends  on  capital  stock  or 
from  the  net  earnings  of  corporations,  etc.,  subject  to  a  like  tax,” 
such  dividends  not  being  taxable  as  income  of  the  individual  for 
the  normal  tax. 

The  duty  is  to  deduct  or  withhold  the  normal  tax  and  pay  the 
same  to  the  government.  The  person  withholding  is  required  to 
make  return  of  the  portion  of  the  income  withheld,  and  he  is 
apparently  subject  to  the  penalty  provisions. 

If  the  income  is  from  corporate  obligations,  the  withholding  is 
required,  though  the  interest  does  not  reach  $3000.  Here,  like¬ 
wise,  the  duty  to  withhold  is  not  confined  to  the  debtor  corpo¬ 
ration,  but  is  laid  upon  each  intermediate  recipient. 

The  person  having  the  payment  of  interest,  rent,  etc.,  of  another 
includes  the  debtor  and  also  all  intermediate  fiduciaries  and 
agents  between  the  debtor  and  the  ultimate  beneficiary. 

Each  of  these  persons  is  made  personally  liable  for  the  tax, 
and  the  taxable  person  himself  is  not  relieved  from  liability  (E, 
third  last  paragraph  from  end) . 

It  follows  that  each  recipient  must  have  the  right  to  withhold 
the  tax,  although  a  former  recipient  has  already  withheld  it,  and 
if  the  amounts  do  not  reach  the  treasury,  the  tax  payer  whose 
income  has  already  been  depleted  several  times  by  authority  of  law. 
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must  pay  again.  A  more  unreasonable  provision  it  would  be  diffi¬ 
cult  to  conceive  of. 

Moreover,  while  under  the  English  act  (Sec.  158)  the  tax  to  be 
deducted  at  the  source  is  payable  to  the  government  when  the 
interest  payments  are  due,  under  the  American  act  they  are  not 
payable  until  assessment  by  the  Commissioner,  which  may  be  a 
year  after  the  receipt,  thus  throwing  the  risk  of  the  debtor’s 
insolvency  upon  the  taxable  person. 

The  cumulative  liabilities  established  by  the  law  in  connection 
with  the  requirement  of  withholding  are  utterly  indefensible  in 
principle  and  are  capable  of  working  such  injustice  that  it  is 
perhaps  safe  to  assume  that  the  government  will  be  disinclined 
to  enforce  them  in  practice.  In  fact,  Article  34  of  the  Regulations 
requires  withholding  by  the  debtor  and  purports  to  relieve  every 
other  person  in  whatever  capacity  acting  from  the  duty  to  with¬ 
hold  or  deduct. 

The  provision  of  the  law  in  other  words  is  so  unreasonable  that 
the  administrative  department  charged  with  the  duty  of  enforcing 
the  act  uses  its  power  of  regulation  to  nullify  the  provision.  This 
establishes  a  most  undesirable  precedent  of  a  dispensing  power 
unknown  to  our  law.  It  may  not  be  out  of  place  to  quote  from  a 
recent  decision  of  a  Federal  court  in  which  a  so-called  Blue  Sky 

Law  was  declared  void.  “  We  were  told  upon  the  argument,”  the 
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court  said,  “  that  the  Commission  was  not  enforcing  the  law  as  it 
is  written,  but  only  so  far  as  the  Commission  thought  wise  .... 
Insofar  as  these  statements  or  intimations  may  be  true,  they  only 
emphasize  the  inherently  unlawful  character  of  the  act  and  the 
temptation  and  opportunity  for  a  rule  of  individual  discretion 
and  not  of  law.”  (210  Fed.  173,  181.) 

The  act  itself  should  clearly  express  the  principle  that  the 
debtor  alone  as  the  original  source  (tenant,  mortgagor,  employer, 
obligated  corporation)  is  charged  with  the  duty  of  withholding 
the  tax. 

As  regards  fiduciaries,  a  differentiation  of  two  classes  would 
seem  appropriate : 

“  Holding  ”  trustees  who  are  interposed  between  debtor  and 
creditor,  or  between  corporation  and  shareholder,  as  a  matter  of 
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business  convenience  (trust  companies,  trustees  of  stock,  trustees 
named  in 'mortgage  deeds  of  trust),  should  have  no  withholding 
or  collecting  duties. 

On  the  other  hand,  trustees  under  wills  and  settlements  should 
be  treated  as  the  taxable  person,  and  the  beneficiary  entirely 
relieved  where  and  insofar  as  the  trustee  is  taxable.  The  bene¬ 
ficiary  should  be  charged  with  the  duty  to  return  and  pay  as 
regards  the  income  from  the  trust  fund  only  where  the  latter 
does  not  reach  the  taxable  amount,  and  he  is  taxable  by  reason 
of  additional  income  from  other  sources. 

23.  Tax  ox  Ixcome  Eeceiyed  Through  Coupoxs. 

As  regards  the  withholding  of  the  normal  tax  on  corporation 
coupons  or  similar  evidences  of  interest  indebtedness,  a  problem 
is  presented  in  connection  with  the  rights  of  purchasers  of  cou¬ 
pons.  Since  the  coupon  is  not  income  in  the  hands  of  the  pur¬ 
chaser,  it  is  not  taxable,  and  the  direction  to  withhold  applying 
only  to  income,  there  seems  to  be  no  statutory  warrant  for  the 
application  of  the  present  regulations  to  purchasers  of  coupons. 

The  complexities  and  inconveniences  encountered  in  collecting 
the  tax  on  coupons  at  the  source  make  it  advisable  to  take  into  con¬ 
sideration  the  suggestion  of  paying  the  tax  on  coupons  by  means 
of  revenue  stamps  to  be  purchased  of  the  government  or  selling 
agents  appointed  by  it,  and  required  to  be  affixed  by  the  bond¬ 
holder  before  negotiation  or  collection.  The  use  of  certificates 
might  have  to  be  continued  in  case  of  claim  of  exemption,  or 
exempt  stamps  might  be  procured  by  persons  entitled  to  exemp¬ 
tion.  In  any  event  a  large  part  of  the  difficulties  and  annoyance 
caused  by  the  numerous  certificates  now  required  would  be 
avoided.  This  system  would  have  the  additional  advantage  of 
making  the  tax  fall  upon  the  bondholder  in  all  cases,  instead  of 
placing  its  burden  in  many  cases  upon  the  debtor.  It  would  not  be 
necessary  to  make  the  coupon  without  the  stamp  uncollectible, 
if  any  constitutional  difficulty  is  felt  as  to  such  a  provision,  for 
practically  adequate  provision  could  be  made  through  penalties  for 
preventing  negotiation  and  payment  in  the  absence  of  a  stamp. 
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To  provide  proof  of  payment  of  the  tax  as  to  that  part  of  a  per¬ 
son’s  income  accruing  from  coupons,  the  suggestion  has  been 
made  that  the  stamps  could  be  in  two  parts,  one-half  to  be  retained 
by  the  owner  of  the  coupon  and  filed  with  his  income  return. 
This  would  afford  adequate  protection  to  the  government. 

As  another  alternative,  it  should  be  considered  whether  the 
government  would  not  be  adequately  protected  through  a  require¬ 
ment  that  debtors  should  file  only  information  as  to  their 
creditors,  and  not  be  called  upon  to  withhold  the  tax.  Amend¬ 
ments  with  this  purpose  in  view  have  been  worked  out  by  others, 
and  seem  to  offer  a  solution  for  many  of  the  difficulties  involved 
in  the  present  plan. 

24.  Withholding  from  Income  on  Foreign  Securities. 

The  act  requires  the  deduction  and  withholding  of  the  amount 
of  the  tax  from  coupons,  checks,  bills  of  exchange  for  or  in  pay¬ 
ment  of  interest  on  bonds  of  foreign  countries  and  upon  foreign 
mortgages  or  like  obligations  (not  payable  in  the  United  States), 
and  also  from  coupons,  checks  or  bills  of  exchange  for  or  in  pay¬ 
ment  of  any  dividends  upon  the  stock  or  interest  upon  the  obli¬ 
gations  of  foreign  corporations. 

The  duty  to  withhold  is  laid  (1)  upon  any  banker  or  person 
who  shall  sell  or  otherwise  realize  coupons,  checks  or  bills  of 
exchange  drawn  or  made  in  payment  of  such  interest  or  divi¬ 
dends;  (2)  upon  any  person  who  shall  obtain  payment  (not  in 
the  United  States)  in  behalf  of  another  of  such  dividends  and 
interest  by  means  of  coupons,  checks  or  bills  of  exchange;  and 
(3)  upon  any  dealer  in  such  coupons  who  shall  purchase  the  same 
for  any  such  dividends  or  interest  (not  payable  in  the  United 
States)  otherwise  than  from  a  banker  or  another  dealer  in  such 
coupons. 

The  provision  is  open  to  criticism  in  at  least  two  respects: 

1.  A  duty  to  withhold  cannot  be  laid  upon  any  person  who 
obtains  payment  while  he  is  abroad  for  a  taxable  person ;  a  for¬ 
eign  banker  collecting  foreign  coupons  for  a  citizen  of  the  United 
States  if  beyond  the  jurisdiction  of  congressional  requirements; 
the  duty  should  therefore  be  confined  to  a  person  in  the  United 
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States  who  has  payments  credited  to  him  at  a  foreign  bank  or 
other  depositary. 

2.  The  duty  is  manifestly  unenforceable  where  a  check  or  bill 
of  exchange  does  not  indicate  for  what  kind  of  a  payment 
(whether  principal  or  income)  it  is  drawn.  The  duty  should 
therefore  be  limited  (as  it  is  under  the  English  act  of  1842,  Sec. 
96)  to  checks  and  bills  of  exchange  purporting  (or  known)  to  be 
for  or  in  payment  of  interest,  etc. 

25.  Contracts  Assuming  Payment  of  Taxes. 

The  third  last  paragraph  of  Subsection  E  provides  that  in 
future  no  contract  shall  be  valid  in  regard  to  any  Federal  income 
tax  imposed  upon  any  person  liable  to  such  payment. 

This  provision  is  likewise  characteristically  loose  and  inaccu¬ 
rate.  Obviously  it  was  the  purpose  only  to  invalidate  contracts 
assuming  the  payment  of  the  income  tax.  A  contract  by  which  a 
bank  should  undertake  to  see  to  the  payment  of  the  income  tax 
of  a  client  would  be  covered  by  the  terms  of  the  prohibition, 
though  undoubtedly  not  intended  to  be  forbidden. 

Conclusion. 

Some  of  the  defects  that  have  been  pointed  out  may  remain  in 
the  act  for  a  considerable  time  without  giving  rise  to  practical 
difficulties ;  others  may  be  mitigated  in  the  actual  administration 
of  the  law;  still  others  may  be  rendered  harmless  by  judicial 
interpretation.  None  of  these  possibilities  constitutes  a  suffi¬ 
cient  reason  why  the  defects  should  remain  unremedied.  It  is 
not  merely  an  ideal,  but  a  very  practical  desideratum  that  acts, 
particularly  those  which  address  themselves  to  the  public  at  large 
and  impose  new  and  in  part  irksome  duties,  should  be  as  perfect 
pieces  of  legislative  workmanship  as  can  be  produced.  It  is 
extremely  undesirable  that  administrative  powers  of  regulation 
not  strictly  warranted  by  law,  and  loose  judicial  construction, 
should  be  demanded  and  condoned  on  the  plea  that  the  law  as 
written  is  unworkable  or  contrary  to  justice  and  good  sense. 

An  administration  of  tax  laws  which  departs  from  strict 
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fidelity  to  the  law,  even  for  the  purpose  of  achieving  better  justice, 
cannot  in  the  long  run  command  full  public  confidence,  and  a 
temporary  gain  in  effectiveness  will  he  more  than  offset  by  an 
ultimate  loss  in  firmness  and  vigor.  We  ought  to  strive  for  a  law 
that  can  be  executed  to  the  letter  without  injustice  or  unnecessary 
burden. 

Apart  from  specific  defects  the  structure  and  language  of  the 
act  as  a  whole  is  open  to  the  gravest  objections.  A  revision  of  the 
law  should  therefore  extend  to  its  form  as  well  as  to  its  substance. 
The  entire  act  should  be  reconstructed,  and  there  should  be  placed 
upon  the  statute  book  an  income  tax  law  so  arranged  and  expressed 
as  to  be  convenient  for  reference,  consistent  in  all  its  parts  and 
capable  of  being  understood  by  a  citizen  of  average  intelligence. 
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